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Regardless of how a financial advisor is registered — as an investment adviser (representative),

registered representative of a broker-dealer, dual registrant, or insurance agent — another body of

law serves to impose fiduciary status upon many “financial advisors” — the “common law.”

What Is The “Common Law”? The common law
forms a major part of the law of those countries of
the world with a history as British colonies. In the
United States, the common law includes extensive
non-statutory law reflecting precedent derived from
centuries of court decisions, both in the United States
and England. Among other prescriptive aspects, the
common law imposes duties upon parties to various
contracts and relationships, independent of the
existence of any statute or regulation.

There Is No Preemption Of State Common Law
Breach Of Fiduciary Duty Claims By Securities
Legislation. Neither federal nor state securities laws
generally preempt common law claims based upon
breach of fiduciary duty. This is because the
securities statutes were modeled after the common
law actions of fraud and deceit. Ernst & Ernst v.
Hochfelder, 425 U.S. 185, 193-215, 96 S.Ct. 1375,
1381-1391, 47 L.Ed.2d 668 (1976) (review of
legislative history); see also Securities Regulation, 69
Am.Jur.2d Sec. 1 et seq. The fiduciary concept derives
from trust and agency principles. Actions contrary to
the duties of loyalty and care are remedied by giving
the beneficiary of the relationship the right to recover
for the fiduciary's breach. See RESTATEMENT (2d) of
Agency Secs. 387-398 (1957); Weinrib, “The Fiduciary
Obligation,” 25 U. Toronto L.J. 1 (1975); Langevoort,
“Fraud and Deception by Securities Professionals,” 61
Tex.L.Rev. 2347, 2348 n. 9 (1983). See Gochnauer v.
A.G. Edwards & Sons, Inc., 810 F.2d 1042 (C.A.11
(Fla.), 1987).

Fiduciary Status — Two Main Branches Are Said To
Exist. The recognition of the existence of a fiduciary
relationship under the common law is said to consist
of two main branches.

First branch: generally accepted and prescribed

relationships. The first branch of fiduciary status
consists of a list of accepted and prescribed
relationships — principal and agent, attorney and
client, executor or trustee and beneficiary, director or
officer in the corporation, partners, joint venturers,
guardian and ward, and parent and child. The
common law has defined, over the vyears, these
relationships to be fiduciary in nature, and they are
generally accepted as such.
relationships were recognized to involve fiduciary

Some of these

status for several centuries or longer (such as trustee
relationships), while other relationships were only
recently universally recognized as such (director or
officers of corporations, for example).

Second branch: relationships deemed fiduciary

on_basis of specific facts and circumstances. The

second branch of fiduciary status arises from those
relationships which, on their particular facts, are
appropriately categorized as fiduciary in nature.
Under this test, a variety of circumstances may
indicate that a fiduciary relationship exists, as
opposed to an arms-length relationship. Such
circumstances, or indicia or evidential factors, include
influence, placement of trust, vulnerability or
dependency, substantial disparity in knowledge, the
ability to exert influence, and placement of
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confidence. Another factor may lie in the ability of
the fiduciary, by virtue of his or her position or
authority, to derive profits at the expense of his or
her client.

The development of this second branch of fiduciary
relationships accelerated during the 20" Century and
continues today, in response to the increased
complexity of our modern world. Increased amounts
of specialization are required in modern society, and
this in turn leads to greater reliance on others in
order to obtain greater affluence. As stated by
Prof essor Frankel ,
administrative agencies increasingly draw on fiduciary
law to answer problems caused by these social
changes.” Ridacharg taw, F1rCalif k
Rev. 795, 796 (1983). With the passage of time it is
probable, and indeed highly likely, that certain types
of relationships deemed fiduciary on the basis of
specific facts and circumstances (such as those of
financial advisors) may arise to the level of generally

accepted and prescribed relationships.

No Contract Is Needed Which Expressly Sets Forth
Fiduciary Status. Courts have held that a fiduciary
relationship need not be created by contract. It may
arise out of any relationship where both parties
understand that a special trust or confidence has
“A fiduciary

on some technical relation created by or defined in

been repose d .

law. It may exist under a variety of circumstances and
does exist in cases where there has been a special
confidence reposed in one who, in equity and good
conscience, is bound to act in good faith and with due
regard to the interests of the one reposing the
conf i die recClerkeiés Market, L.L.C., 322 B.R.
487, 495 (Bankr. N.H., 2005). Stated differently, once
a relation between two parties is established, “ i
classification as fiduciary and its legal consequences
are primarily determined by the law rather than the
parties. Thus, unlike a party to a contract, a person
may find himself in a fiduciary relation without ever
having intended to assume fiduciary obligations. The

el

“Court

e

ts

courts will look to whether the arrangement formed
by the parties meets the criteria for classification as
fiduciary, not whether the parties intended the legal
consequences of such a

rel a

“Fiduci ary LReww957817@9B3).Cal i f

Transfer of Control of “Property” Is Not Required;
Fiduciary Relationships Also Apply to Certain
While it is often believed
that fiduciary duties were only applied in early law to

Advisory Relationships.

situations in which control over property (such as in a
“trusareeficiary” rel ati
clLeardleyi mdtat whkeeshy.Sandford d
not confined to
with a fiduciary or quasi fiduciary character or
position gains some personal advantage by availing
himself of such character or position, a constructive
trust is raised by courts of equity, such person
becomes a constructive trustee, and the advantage
gained must be held by him for the benefit of his
que tr u s fciting Watter G. Hart, The
Development of the Rule in Keech v. Sandford, Law Q.
Rev. , 21 (1905): 258,

“Natur al Law and the

Manager s,
30, noting that the Court in Michould v. Girod cited
examples of the general rule from Roman law as well

cestui

as f{om Enrglish law. See alsa % ohn
atl o does no de
Role of Fiduciary Obligations Commercial
Di sput es,
“trust” was not conf i

person had a confidence reposed or entrusted in him

in

not only where he had been asked to hold property
belonging to another but also where he was given
some power to exercise on behalf of another or
where another person relied upon him for advice. All
t hese situations wer e
however, as detailed rules for private
grew up the eighteenth
neteenth centuries,

meaning. Other relationships in which equity

course,

settlements in and

ni

intervened on the basis of confidence were referred
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to astrgstwsi, trusts
being “similar t o’
eventually became used to describe these

rel at i ddy@998) 04L.Q.R. 214, 399 (UK).

The Economic Basis for Imposition of Fiduciary
Duties: Reduction of Transaction Costs. The
imposition of fiduciary obligation facilitates the
efficient allocation of resources by protecting the
beneficiary of the fiduciary relationship from
overreaching by the provider of services. Typically,
that provider is a professional who specializes in the
provision of that service. The specialization of
function forces individuals to rely on others to
produce goods and services on fair terms. That
reliance has necessarily afforded the opportunity for
specialists to act in a self-interested fashion at the
expense of the client by using their superior
knowledge or skills.  Accordingly, the fiduciary
standard is applied to minimize the transaction costs
of regulating specialized exchanges. To promote the
efficiency gains of specialization, society imposes
special regulations on occupational groups having the
greatest latitude to drive hard bargains, such as those
in confidential relationships with clients.  The
activities of the fiduciary are, therefore, policed by
imposing certain duties upon the specialist-fiduciary;
these duties are imposed to avoid the inefficiencies
resulting from specialist overreaching. Accordingly,
thefiduci ary’ s duty of 1oy
follow the course of conduct the beneficiary would
have chosen if the beneficiary had either the same
expertise as the fiduciary or had consulted another

fiduciary.

Fiduciary duties are imposed by law when public
policy encourages specialization in particular services,
such as investment advisor services or legal services,
in recognition of the value such services provide to
our society.

The premise of the U.S. capital markets is that the
widest possible participation in the market will result

“ f or inlhe moist teféiciént gPlatatiqn of Siramrkidl resources a s
t r u s targl,.therefbrb, &vill lead dorth@ best’ opetatibnuof thea r y ’

world-wide economy. Putting the client first actually
protects and promotes the best interests of the
entire financial community, and, therefore, society as
a whole. The concept is operationalized by requiring
that financial professionals place the interests of their
clients ahead of all other concerns. Responsibilities to
employers, colleagues and selves are all placed in a
descending order of importance. Those who have

their trust betrayed often refuse to further
participate in the capital markets, to their own
financi al per il and to

economy.

State Courts Increasingly Apply Broad Fiduciary
While
most issues involving the application of common law
to the
intermediaries serving individual investors are not

Duties To Financial Advisory Relationships.

fiduciary duties activities of financial
made public due to the confines of mandatory
arbitration, some cases do emerge. Recent case law

includes (but is not limited to) the following cases:

Graben (2007), Applying Texas Law. A dual
registrant crossed the line in "holding out" as a
financial advisor, and in stating that ongoing advice
would be provided, and other representations, and in
so doing the dual registrant, who sold a variable

al t 9nnu'1tyeaaduw?s'fogng to teay]e éormf:dia aelati((’)r]shéor y

of trust and confidence with the customers to which
fiduciary status attached. "Obviously, when a person
such as Hutton is acting as a financial advisor, that
role extends well beyond a simple arms'-length
business transaction. An unsophisticated investor is
necessarily entrusting his funds to one who is
representing that he will place the funds in a suitable
investment and manage the funds appropriately for
the benefit of his investor/entrustor. The relationship
goes well beyond a traditional arms'-length business
transaction that provides 'mutual benefit' for both
parties." Western Reserve Life Assurance Company of
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Ohio vs. Graben, No. 2-05-328-CV (Tex. App.

expected of investment advisors competently

6/28/2007) (Tex. App., 2007). practicing their professi 0 n Depending
Johnson vs. John Hancock Funds (2006), ¢! .r ¢ u m.s t .a nce S ’ a stock brok

Applying Tennessee Law. In a case involving a motion rel_atlonshlp with his or ber client may be far from a _

to dismiss of a common law breach of fiduciary duty simple arm’'s |lea&ngth relatior

claim, the court stated: * Whilkeams (2806),SapplyiegkOredor laik eA o r

financial advisor is providing financial or investment
advice, he or she is required to exercise the utmost
good faith, loyalty, and honesty toward the client.
The broker or advisor implicitly represents to the
client that he or she has an adequate basis for the
opinions or advice being provided. Hanly v. S.E.C., 415
F.2d 589, 596-97 (2d Cir. 1969); Univ. Hill Found. v.
Goldman, 422 F. Supp. 879, 893 (S.D.N.Y. 1976). He or
she also is required to disclose facts that are material
to the
County, 639 S.W.2d 440, 446 (Tenn. Ct. App. 1982);
Heard v. Miles, 32 Tenn. App. 410, 418-21, 222
S.W.2d 848, 851-52 (1949). See also Conway v. Icahn
Co., 16 F.3d 504, 510 (2d Cir. 1994); Joel Lieb v.

c | rmaking. Ses Maghelkv.iSevier o n

self-employed insurance seller and licensed financial
planner took advantage of his position as a financial
advisor to gain the trust of an 87-year-old man,
Stubbs, convincing the elderly man to grant him a
power of attorney, with which the financial planner
stole about $400,000. The court held that the
licensed financial planner was employed as a
fiduciary, specifically noting that the elderly man
relied upon the fiduciary as a financial advisor and
estate planner. U.S. v. Williams, 441 F.3d 716, 724
(9th Cir. 2006).

Sergeants Benevolent Assn. vs. Renck (2005),
Applying New York Law. The provision of advice

) ] ] regarding asset allocation, portfolio manager
Merrill Lynch, Pierce, Fenner & Smith, Inc., 647 F.2d
165 (6t h Ci 1981) ( selteciuon investment obJectlves and |nvestment )
I r . un u n
P U|deI|nes andehc(ﬂdlng out as experlence% in the f|eldo
Johnson v. John Hancock Funds, 217 S.W.3d 414
of mvestment consultlng and management, was held )
(Tenn. App. , 2006) The court €f< g e e finc
) by a New Yor state court to e sufficient to raise a
no precedent for the notion that the federal
] o ) ] factual issue regarding the existence of fiduciary
regulation of securities is so pervasive that it . . )
¢ ¢ ¢ relatl%)nshlp based upon trust and confidence,
reem S S a e consumer 0] e C | n S a u e
ﬁ ) pd th tatut q lati I p.{ergeants Benevo(?ent Assn. Annuity Fum? v. Renck,
ave examtrte eses a.u es and regulations, es we 4430 (NY 6/2/2005) (NY, 2005).
as the decisions construing them, and have failed to
identify any cogent reasons why providing more than Hatleberg (2005), Applying Wisconsin Law.
one remedy to persons who have been harmed by Wh e n a bank hel d out as el
unfair or deceptive acts or practices in the marketing planner,” “financial pl anne
or sale of securities is a bad idea. Therefore, we the Wisconsin Supreme Court held that a fiduciary
conclude that neither the federal nor the state duty may arise in such circumstances. Hatleberg v.
statutes regulating the marketing or sale of securities Norwest Bank Wisconsin, 2005 WI 109, 700 N.w.2d
provide exclusive remedies for unfair or deceptive 15 (W1, 2005).
acts or practices in connection with the marketing or Fraternity Fund (2005), Applying New York
sale of securities ... Professor Ed O Ve %Ifedeyglac&rt, SpPIing Nebv York state law,
witness in this case. We have also determined that f- ound t hat t he customer “ oy
Dr. O’ Neal’'s methodol 09y jJudiviedge® AsdtOnlidhcd Glieghd§ twds piGicifes ¢ N e
same intellectual rigor that would be required and investment advisor and commi t t e d t o “moni
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status and performance of [Beacon Hill and Bristol] at
[to]
Sanpaolo if, for any reason, it believes that [Beacon

least once a month and promptly inform

Hill or Bristol] should be de-sel ect ed.

allegations are sufficient to plead a fiduciary
rel at i omtsrity Rund’v. Beacon Hill Asset,
376 F.Supp.2d 385, 414 (S.D.N.Y., 2005).

In Re Gregory Smith (2005).
case involving an insurance agent (Mr. Smith) who

In a bankruptcy

filed for bankruptcy and sought to discharge a claim
based upon breach of fiduciary duty, the Court
stated: “1n the
Ms. Judson were parties devoid of any financial
sophistication. On the other hand, Mr. Smith claimed
to be and, in fact,
certainly possessed a superior
concerning investments than either Ms. Wilson or

far expertise
Ms. Judson. Mr. Smith was fully aware of the financial
conditions of both considering their age and their
situation in life. Ms. Wilson was retired and Ms.
Judson was working as an administrative assistant for
a heal thcare provider
recommend, let alone persuade Ms. Wilson and Ms.
Judson to invest their entire retirement assets in such
a [Ponzi] scheme, was while not fraudulent, certainly
amounted to a breach of the fiduciary duty owed by
Mr . Smith to Ms. Wil re
Gregory Smith, (Bkrpt.Ct. M.D. Fl. 2005).

Millar (2003), Applying Pennsylvania Law.
“Mer il l Lynch invited
in New York City to meet with some of its highest

ranking executives. At that time, Merrill Lynch was
aware that the Millars were meeting with other firms
in order to find advisors to help them manage their
wealth and achieve their investment objectives.
Merrill Lynch was also acutely aware that the Millars
had a net worth at that time in excess of $10 million.
Moreover, the program that Menill Lynch presented
Doug Millar was its Private Advisory Services. The PAS
offered the Millars world class advisors that would
work with and through the Millars local advisors. This

present

wa s

on

t

is what Merrill Lynch was selling. Merrill Lynch did
not at any time assert to the Millars that it would not
monitor their account or that it would not give them
advice loreag engoing basis. To the contrary, Merrill
Lynch told the Millars it would work with them to
formulate strategies with the most
recommendati ons for
There is no evidence that would suggest that the

suitable

aggressive option strategy employed by Merrill Lynch
was developed by Doug Millar. This was Dave Foster's
strategy. Further, there is no evidence that Doug
|\/|I||é¥‘ would caII Davbe Fo§t%r on,3 systerrWLc Pa5|s
and mstruct h|m to buy or sell puts and calls. To the
contrary, Dave Foster was the prime mover behind
thg optjoqs Ftrﬁt%gY‘i \ée‘i, zgtFr sellén%tbei Msill%rsron
its experience and ability to advise, manage and
Merrill
contends its only duty was to act with diligence and

achieve their financial objectives, Lynch
competence in the execution of an order. The Court
finds such contention untenable. The Millars were

not invited to Merrill Lynch headquarters in New York

. Cltp_g r\r)eéew to f|{1dotechn|SC|anacap8blse Pf exegdu'Hné a

h

brokerage order. Regardless of Merrill Lynch's
argument that the duty owed to the Millars was
surprisingly narrow, the Panel found an unambiguous
indication of the Millars' intent to sell 100,000 shares
061{ nFrge I\/Mrske_ts Stsdﬁ 8ns %e%tgmber 5, 2000.
Moreover, whether a fiduciary duty exists cannot be
determined "by recourse to rigid formulas." Scott v.
Dime Sav. Bank of New York, 886 F. Supp. 1073, 1078-
#9 (Mipl N.ayl $995f Pundet Rew Y&i@ 1w
stockbrokers may owe fiduciary duties to their
customers.") Rather, it depends upon "whether one
person has reposed trust or confidence in another
who thereby gains a resulting superiority or influence
over the first." Id. More simply, "the existence of
fiduciary duties depends on the facts of a particular
relationship." Vannest v. Sage, Rutty & Co., 960 F.
Supp. 651, 655 (W. D. N. Y. 1997) (quoting Boley v.
Pineloch Assoc., Ltd., 700 F. Supp. 673, 680 (S. D. N. Y.
1988)). The Panel obviously determined that the

relationship between the Millars and Merrill Lynch

o

their

n anec

wh o

uarte
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exceeded that found ordinarily between a broker and
a nondiscretionary acc
obvious failure to execute its client's order, Merrill
Lynch clearly failed to deliver the services it promised
to the Millars.
advisors" to implement a reasonable and prudent

Instead of using its "world class
plan of monetization and conservative diversification
that would have allowed the Millars to preserve a
portion of their $10 million nest egg, Dave Foster
placed their money into the high risk arena of options
trading. This strategy was unsuitable to meet the
clear
Pearce, Fenner & Smith vs. Millar (W.D. Pa. 2003).

Mathias (2002), Applying Ohio Law. “ | n
fall of 1985, plaintiff, having recently divorced and
relocated to Columbus, Ohio,
advice from Thomas J. Rosser. At the time, Rosser

sought investment

was a licensed salesman for Great Lakes Securities
Company and held himself out as a financial advisor

*T+he evidence est a
licensed stockbroker and held himself out as a
financial advisor, and that plaintiff was an

unsophisticated
advice from Rosser precisely because of his alleged

investor who sought investment
expertise as a broker and investment advisor.
Further, Rosser testified that plaintiff had relied upon
his experience, knowledge, and expertise in seeking
his advice. Therefore, we conclude that plaintiff
presented sufficient evidence to establish that she
and Rosser wer e i n Mathids
v. Rosser, 2002 OH 2531 (OHCA, 2002). The court
further noted, that under Ohio law, a fiduciary
rel ati onshi pipin vwhich“ore partyetd
the relationship places a special confidence and trust
in the integrity and fidelity of the other party to the
relationship, and there is a resulting position of
superiority or influence, acquired by virtue of the
special trust

LHP Realty (2001), Applying New York Law.
The New York Supreme Court ruled in a prior case

that the Debtor and Winikus stood in a fiduciary

ou

obj ect i v e sMemilf Lyndhh e

n

relationship with another client who had participated
in thdr Mintud EBvestment. |AHsPi Reatty Cé. K. ®Rich,
2001 N.Y. Slip Op. 40326U at 5-6, 2001 N.Y. Misc.
LEXI'S 595, at p.9 (N.Y.
given the defendant s’
plaintiffs’ i nvest ment
investment was made through the defendants, and

an

Sup
super
wi t h

the fact that they assured LHP that its principal would
not be put at risk, plaintiffs have stated a valid cause
of action for breach of

fidtu

) Schulman (1996), Applying New York Law.
ML*I'I'+ﬁrs‘techn|cal or expres
limited to trusts that arise by virtue of a formal trust

t h egreement or statute imposing an express trust, but

bl

includes relationships in
obligations are imposed pursuant to a statute or

C 0 mmo n SHeadswn.Lehman Hutton v. Schulman

(In re Schulman), 196 B.R. 688, 697 (Bankr. S.D.N.Y.

1996)

shed a

Ashworth? (1995) R RoSiving bhio 158.5 A
client's reliance on his insurance agent's advice was

sufficient to overcome summary judgment on a
breach of fiduciary duty claim. The evidence
demonstrated that the client relied on the insurance
agent as his financial advisor and that the agent
specifically instructed the client on how to complete
an application for a disability insurance policy, telling
the client to consider every source of income and to
estimate high. Ashworth v, Lincoln Nat/ L/fe Ins. Co.,

du %ranﬁlm A?f)p Noe9éABEE)9 11%{1 shi

at

Gochnauer (1987), Applying Florida Law. A

registerad representative and his firm were found to
be liable for breach of common law fiduciary duties
involving a recommendation that unsophisticated
clients switch from corporate bonds to options
trading, even though no violation of federal or state
securities | aw was found.
of financial unfairness or breach of fiduciary duty will
constitute a fraudulent activity under Sec. 10(b) or

Rule 10b-5, federal courts should be wary of
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foreclosing common law breach of fiduciary duty the court found a fiduciary relationship existed, based
actions which supplement existing federal or state upont he Okl ahoma Supreme Cour

statutes ... The fiduci ary fciocdhuceipar yd erreilvaetsi ofnrschm pt r u s“t*

and agency principles. Actions contrary to the duties
of loyalty and care are remedied by giving the
beneficiary of the relationship the right to recover for

t he f i duci @othyauesv. AlGrEéwnardsls:. ”

Sons, Inc., 810 F.2d 1042 (11th Cir.1987).

Cunningham (1990), Applying lowa Law.

Insurance agents who introduced themselves as
“invest ment counsel ors
tailored retirement plans for each person depending
on the individual’'s fi
customers to believe that an investment plan was
being drafted for each customer according to each
customer’'s needs, was
lowa state common law, to lead to the possible
imposition of fiduciary status. Cunningham vs. PLI
Life Insurance Company, 42 F.Supp.2d 872 (1990).

MidAmerica (1989), Applying Oklahoma Law.
InaAR! YSNAOI CSRSNJI ¢
Shearson / American Express Inc., 886 F.2d 1249
(10th Cir. 1989), the court found a fiduciary
relationship under Oklahoma law between a broker

and his client, a savings and loan association.
“Mi dAmeri ca as
expertise in the area of this transaction and who had
knowledge of MidAmerica's specific needs. Although
it cannot be said that MidAmerica was completely
ignorant regarding the business of buying and selling
securities, at the time of these transactions
MidAmerica was temporarily without the advice of an
in-house financial investment advisor. MidAmerica
informed Crow of this fact and Crow knew
MidAmerica was relying on his advice. MidAmerica
justifiably put its trust in Crow based, in part, on their
long-standing business relationship and Crow's

knowledge o f Mi dAmeri ca' s S i

circumstances, where the broker held himself out as
having superior knowledge and expertise, and the
client reasonably placed his confidence in the broker,

exists whenever trust and confidence are placed by
one person in the integrity and fidelity of another ...
'[Fiduciary] relation' is not confined to any specific
association of parties. It appears when the
circumstances make it certain the parties do not deal
on equal terms, but on the one side there is an
overmastering influence, or, on the other, weakness,

o I(jepen%erﬁcerz el frl,|st,ejl,r|stgia,bly regoaeg,.in bvc\)lth an

unfair advantage i s po
Iookedlat t%eofascts? e%nol fgurqd, a reéatﬁoashmwv%h%h

nancil a

would allow a reasonably prudent person to repose
confidence in the other. MidAmerica Federal Sav. and

I éoan 5455 n vaShef:rseonJAemFrigaP Expc, gn:u, ?8? I’:.Zd

1249, 1%57 (C.A.10 (OKl.), 1989), citing In re Estate of
Beal, 769 P.2d at 154-55 (citations omitted) (quoting
In re Null's Estate, 302 Pa. 64, 153 A. 137 (1930)).
The MidAmericac our t al s o
the Oklahoma Supreme Court stated that a fiduciary

{ I OA Yreaaﬁonshlipﬁxpends[to%élaﬁ(onshﬁpﬁrav\%% the@’ieq%

confidence reposed on one side and resulting
domination and influence on the other. The
relationship need not be legal but it may be either
moral, social, domestic or merely personal.... [A]

adealer ewithu r i t figRisry relibnshib Hrings from an attitude of trust

and confidence and is based on some form of
agreement, either expressed or implied, from which
it can be said the minds have been met to create a
mut ual 0 WMlidAnterécd, 88® h2d 'at 1257,
citing Lawrance v. Patton, 710 P.2d 108, 111-12
(Okla.1985).

Koehler (1985), Applying California Law. A
U.S. District Court in 1985 held that a fiduciary
relationship existed in part because of a defendant's

status as financial planner to a client. In Koehler v.
uplélvterf’ glrlll .F.,, Supp. 8]29n(USI¥C,h CealS 1e985) the
defendant, CSCC, was primarily in the business of real
estate syndication, but also in business under the
name Creative Financial Planning. As stated in the
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decisi on,
investment capital from the public by posing as
... The financial planners typically
had a background in either insurance or real estate
sal es As an
CSCC, dba Creative Financial Planners, contacted
potential investors by conducting Creative Financial

financial planners

Planning seminars open to the public. Utilizing a slick
presentation.. CSCC
capital out of savings accounts, home equity,
insurance policies, and other conservative investment
vehicles and into the speculative real estate ventures
it controlled At the
a ‘'Coordinated Financi
or no charge. Individuals who accepted this offer
received recommendations to purchase limited
partnership or trust deed interests in CSCC controlled
partnerships and
“Most of the plaintiff
investors. Few had a preexisting relationship with the
developer defendants at the time they purchased
their securities ... [the investors] relied upon the
misrepresentations discussed in detail below. This
reliance was reasonable in part because of the
purported disinterested

pl anner

developer defendants'
financi al

Stewart (1937), Applying Arizona Law. The
Arizona Supreme Court early on held that a

confidential relationship exists between a client and

his or her financial adviser when there is an
imbalance of knowledge so that the client relies
heavily on the adviser for advice. Stewart v. Phoenix
Nat'l Bank, 49 Ariz. 34, 64 P.2d 101, 106 (1937)
(holding that a confidential relationship existed when
the bank had acted as the plaintiff's financial adviser

for many years and he relied upon the bank's advice).

Recent Case Finding No Confidential Relationship for
a Broker-Dealer / Registered Representative. Lest
this author leaves you with the impression that it is
easy to find a confidential relationship between a
registered representative and his or her client, a

all eged

“ Th e dantd eobteided p e r recerd eafedllnstrates when fiduciary relationships

were not applied, even for an unsophisticated senior
investor : “0On Mar c h-nink,
year old widow, opened a brokerage account with

199¢

f First&Jmion.iShe had o lingestment iexgerieoce Ay a ny ,

formal education ended following high school and
she previously worked as a part-time receptionist.
Janco invested approximately $800,000 with First

at t e mp\nignd Ovar the nextjhreq years, gs\hg wluepfcher t

account declined, Janco called Quinn. He either failed
to respond to her calls or assured her that her

investments were doing fine. Defendants never

s e AfferRdalpngo altegpaive é’“’eé”f‘ef‘t-‘e Phe st iNo  dr af

al Pgesy f $6000Q9., The Complgipt geghy damages | j ¢

for breach of fiduciary dut
confidential relationship existed between herself and

project

S

status.

Defendants because she was an unsophisticated
ir_1vc_est.or.who trListﬁdeand éel(i)eﬂ li;p?n Deé‘lepdgngs to not

At g0 gmyend a0 d  maks ;Y e
not put forward sufficient facts to demonstrate the
existenceofaconfi denti alJandoesl at i
First Union, (Ct. of Common Pleas, Philadelphia
County, PA, 2004, unpublished memorandum
decision). Please also note that there exist several
cases, involving sophisticated investors, in which
"fiduciary duties implied in law are not found to exist,
and the relationship between the parties is deemed
“ar-lmsngt h” in natur e,
the investor.

ed,
néedr

on

due t ¢

Additional Common Law Theories Finding Registered
Representatives To Be Fiduciaries. The foregoing
discussion has focused on common law imposition of
fiduciary status due to the formation of relationships
based upon trust and confidence. There are other
legal theories, particular to registered representatives
of broker-dealer firms, which might impose fiduciary
status under the common law. As pointed out in a
recent article by Jeffrey Spill, Deputy Director, New
Hampshire Bureau of Securities Regulation, under the
common | aw “three school s

The

o f

when brokers might become fiduciaries].
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minority view is that a broker is not a fiduciary unless

dealer firms, under the law of agency, at least with

the customer entrusts m reypectttdnon-discietorany &countea n” t o s el ect
the |nvestrT1ents. Thls_ view sees the broker By way of further explanation, often the question is
relationship -leagth coatlactual ar My §seq Aaule firhsram kheir registered
relationship wherein no fiduciary obligation exists. representatives ( RRs) fiduc
The majority of courts, however, fall into one of two always “ yes, " but generally onl
groups. The first group f ahkeil aBeWe§. I thiseregards thel bfokkrd-dBalertfiime o1 y ”
brokerage which states that when a broker hangs his accepts responsibility as a
shingle he impliedly represents that he will deal with for the proper execution of the brokerage
the public fairly, and that even in a non-discretionary transaction. In connection with the scope of that
account, he is always under a fiduciary obligation as agency, the broker-d e al er and its RRs
to each individual brokerage transaction. These fiduciary ddtiideusc’i aoy Udagoaei
duties include: recommending a stock only after customer. However, no broad fiduciary duties to
becoming familiar with its nature, price and exist with respect to most RRs and their broker-
fundamental prognosis; carrying out the customer '’ dealer firms, un<?ler th-e law of agency, at least V\{Ith
order in a manner that is best execution for the respect to non-discretionary accounts, unless applied
under another theory.
customer; informing the customer of the risks of an
investment; transaction of business only after “Where the account is a no
receiving authorization; refraining from self-dealing such as the account maintained by the Millars, the
or disclosure of personal interest; and not to duties of the broker include: (1_) the det_y to
misrepresent material facts. The second group takes recommend a stock only after studying it sufficiently
. . to become ir;formed as_to its nﬁture, price and |
the position that the S Cfi%d%c?al prcc))gnosiS'a(Z) ﬂs"net d%tg to cartl)’yr ocl)ththeer S
fiduciary obligation in a particular case is an issue of . ' .
i S customer's orders promptly m a manner best suited
fact that turns on the manner in which investment to serve the customer's interests; (3) the duty to
decisions have been reached and transactions inform the customer of the risks involved in
exeecuted for the account.” SRchakidg or seliing dp&rticuMSsdedrity; (4) the Ry | € :
Old Habits Die Hard,"”’ T ht8 refr&nl fron®self-Seklidg or Bfusid tEdiscldséaByA
Committee on State Regulation of Securities), Volume personal interest the broker may have in a particular
2007, No. 1 (Winter 2007). recommended security; (5) the duty not to
Quasi-Fiduciary Duties of Broker-Dealers misrepresent any fact material to the transaction;
uasi-Fiduci uti - .
Are  broker-dealer f\i/rms and their registered and (6) the duty to transact business only after
& receiving prior aut hori zati

representatives (RRs) fiduciaries? Yes, as to the

scope of their agency. In this regard the broker-
dealer firm accepts
customer for the proper execution of the brokerage
transaction. In connection with the scope of that
agency, the broker-d e al er
fiduciary ddtiideusc’i aowy
customer. However, no broad fiduciary duties to

exist with respect to most RRs and their broker-

and i ts
‘g o aesnic’o mp aMilyrihreg .

Merrill Lynch, Pierce, Fenner & Smith v. Millar, (W.D.
Pa. 2003), citing Merrill Lynch, Pierce, Fenner & Smith

r esponsShbyt Isiatabd 859562 [Pa. Suped.€1886),” ©of 't

quoting Leib v. Merril ILynch, Pierce, Fenner & Smith,
Inc. , 461 F. Supp. 951, 953 (E
R Risties aswoatlindd lini Pexélld, Bodvever, are not all

”
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Discretionary Accounts. Fiduciary duties

expand when the broker-dealer firm (through its RR)
assumes discretion over an account. At the hearing
on September 19, 2007, the SEC announced that it
will continue to view discretionary brokerage
accounts are subject to the IAA and its fiduciary
duties. Additionally, from various court decisions
addressing discretionary accounts, it is clear that
common law fiduciary duties arise from the principal-
agent relationship, and that these duties will be
interpreted quite broadly. In essence, since the
scope of the agency is expanded to include the
exercise of discretionary authority to undertake sales
and purchases in the account, the agent (RR) owes a
fiduciary duty to the principal (the customer) in the
actions undertaken which exercise that discretion.
Some state courts go further and apply the very
broad triad of fiduciary duties — loyalty, due care, and
utmost good faith when the broker-dealer
possesses discreti
Leib v. Merrill Lynch, Pierce, Fenner & Smith, Inc. 461
F Supp 951, 953 [ED Mich. 1978] ["[u]nlike the broker

who handles a non-discretionary account, the broker

handling a discretionary account becomes the
fiduciary of his custo
a stock broker or financial advisor is providing
financial or investment advice, he or she is required
to exercise the utmost good faith, loyalty, and
honesty toward the client. The broker or advisor
implicitly represents to the client that he or she has
an adequate basis for the opinions or advice being
pr ovi gngbn V. John Hancock Funds, No.
M2005-00356-COA-R3-CV (Tenn. App. 6/30/2006)
(Tenn. App., 2006) citing Hanly v. S.E.C., 415 F.2d 589,
596-97 (2d Cir. 1969); Univ. Hill Found. v. Goldman,
422 F. Supp. 879, 893 (S.D.N.Y. 1976).

Please note that in September 2007 the SEC issued a
proposed rule stating that the Investment Advisers
Act of 1940 applies to discretionary accounts, with

some exceptions for brokerage accounts when

me

on Seev er

r

temporary forms of discretion are

RRs should be cautioned that state
common law may impose broad fiduciary duties upon
their
discretion, under the legal theories noted above.

limited or
undertaken.

activities even if assuming only limited

“De Facto Control”
Discretionary Account To Exist. Furthermore, even
t hough an acoaommdnhstcmatyi

paper, some state courts find that the RR may
exercise de facto control over non-discretionary
accounts. In essence, such a finding transforms the
scope of the agency from a limited one to a broad
one, and fiduciary duties then apply to that
broadened scope of the agency. Leib v. Merrill Lynch,
Pierce, Fenner & Smith, Inc. & Smith, Inc., 461 F. Supp.
951 (E.D. Mich. 1978), I ¥ B42 R 2d. 165 (6th Cir.
1981) (recognizing that broker who has de facto
control over nondiscretionary account generally owes

customer duties of a fiduciary nature; looking to

CHStQ®ebmer SOPALEESLRAL

and confidence in the relationship, among other
things, to determine duties owed); Paine Webber,
Jackson & Curtis, Inc. v. Adams, 718 P.2d. 508 (Colo.

Lead

cbrea r “y

a

bR &
be *“|

C

U S

1986) (evidence “that
AP £oPfdAeneEnsn Huhe
control of account can
of a fiduci arMidAmerieal Fadera/ o n's h i

Savings & Loan v. Shearson/American Express, 886
F.2d. 1249 (10th Cir. 1989) (fiduciary relationship
existed where broker was in position of strength
because it held its agent out as an expert); SEC v.
Ridenour, 913 F.2d. 515 (8th Cir. 1990) (bond dealer
owed fiduciary duty to customers with whom he had
established a relationship of trust and confidence); C.
Wei s s, “A Review of t
Brokerr-Deal er Liability fo
23 lowa J. Corp. Law 65 (1997). Cf. De Kwiatkowski v.
Bear, Stearns & Co., 306 F.3d 1293, 1302-03, 1308-09
(2d Cir. 2002) (noting that brokers normally have no
ongoing duty to monitor non-discretionary accounts
but that “speci al Ci
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de facto control
account ,

than-arms-length relationship between broker and

over

client, might create extra-contractual duties).

If a broker has provided broad advice relative to
if the
customer has frequently relied on that advice, there
that the
discretionary. There are many factors, however, that
apply. I n each i nstanc
circumstances” analysis.
the investment sophistication of the customer, since

investment strategies and decisions, and

is a strong indication account is

an inexperienced or naive customer is more likely to
leave the control of an account in the broker's hands.
Kaufman, 464 F.Supp. at 536; Leib, 461 F.Supp. at
954; Hecht v. Harris, Upham & Co., 283 F.Supp. 417,
433 (N.D.Cal.1968). Conversely, a customer who has
sufficient understanding and intelligence to be able
to evaluate a broker's recommendations and exercise
independent judgment as to those recommendations
can be viewed as controlling the account. Follansbee
v. Davis, Skaggs & Co., 681 F.2d 673 (9th Cir.1982);
Marshak v. Blyth Eastman Dillon & Co., Inc., 413
F.Supp. 377 (N.D.Okla.1975). Thus, for example, the
court in Leib considered the customer's age,
education, intelligence, and investment experience as
among the relevant considerations in determining
that the customer was sufficiently involved in and
informed about his account to be deemed in control
of the account. 461 F.Supp. at 954. Additionally, the
Lieb court noted that if the broker is socially or
personally involved with the customer, this suggests
relinquishment of control by the customer because of
the relationship of trust and confidence. The Patsos
court enumerated similar factors.

Insurance Agents: More Difficult To Find Fiduciary
Status Implied Under State Common Law. It is
generally harder to find an insurance agent to be a

fiduciary, applying state common law, as it is more
difficult to find that it is reasonable for the consumer

to conclude that a relationship of trust and

a nconfidens ol ifoemed. ¢ dHove dnanyc pebpent ' s
a red fadulges) tor’ ascloséer-mp ai“i nherent |l vy

trust their “i
view insurance agents with suspicion.) While some
cases involving insurance agents have been explored
in the preceding section, two additional cases follow:
“*A+ fiduciary rel ati
under Minnesota law in the context of commercial
transactions simply by a long acquaintance between
the parties or by the plaintiff having faith and
confldence in icheS defendant, V\fhere theS plalntlff
s ouId have known t e 3efendant was repres?ntmg
an adverse in ? e r eHsp‘E vs. 6}<Iabal ?2806) c:t/ng
{GFN] Qo 9ljdzA (I 6 285SN.W.A68,S |
470 (Minn. 1939) (absent a policy provision explicitly
assuming a duty to the plaintiff, an insurance agent
would not have had a fiduciary duty to a plaintiff who
was illiterate, had limited business experience, and
had been close friends and business acquaintances
with the agent for years).

“Ohio courts have hel
between an insurance agent and his client is generally
not a fiduciary relationship, but, rather, an ordinary
business relationship. Advent v. Allstate Ins. Co.,
Franklin App. No. 05AP-1092, 2006-Ohio-2743, at 914

‘“While the | aw has
fostering certain professional relationships, such as
the doctor-patient and attorney-client relationships,
it has not recognized the insurance agent-client
relationship to b®elsanfnt,s i
Inc. v. Ins. Unlimited Agency, Inc. (May 8, 1986),
Franklin App. No. 85AP-781. Thus, without more, the
relationship between an insurance agent and an
insured is not a fiduciary relationship. Roberts v.
Maichl, Hamilton App. No. C-040002, 2004-Ohio-
4665, aMichol vl Sohwéndeman, 2007-Ohio-
6602.
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